COMMONWEALTH OF MASSACHUSETTS
DEPARTMENT OF TELECOMMUNICATIONS AND ENERGY

)

Investigation by the Department of Telecommunications and Energy )

on its own Motion into the Appropriate Regulatory Plan to succeed )

Price Cap Regulation for Verizon New England, Inc. d/b/a Verizon ) D.T.E. 01-31
Massachusetts’ intrastate retail telecommunications services in the ) Phase 11
Commonwealth of Massachusetts ) Track B

)

INITIAL BRIEF OF THE ATTORNEY GENERAL

THOMASF. REILLY
ATTORNEY GENERAL

By: KarlenJ. Reed
Edward G. Bohlen
Assistant Attorneys Generd
Utilities Division
Public Protection Bureau
200 Portland Street
Boston, MA 02114
(617) 727-2200

November 18, 2002



TABLE OF CONTENTS

INTRODUCTION AND SUMMARY OF ARGUMENT ................... Page 1
STATEMENT OF THECASE . ... . e Page 3
STANDARD OF REVIEW . ..o e Page 7
A. Departmental Review of Proposed General RateIncreases ............ Page 7
B. ServiceQuality Plans . . .. ... Page 8
ARGUMENT .o e Page 9
A. The Department Should Reject Verizon's Request To Raise Residential Dial Tone
RaLES . . .. Page 9
1 Raising residertial dial tone aloneto meet Departmental directivesis
unfair, discriminatory and otherwise inappropriate . ........... Page 11
2. Charging customers for Touch-Tone service that they have not requested
wouldbeunfair ... ... ... .. Page 13
B. The Department Should Reject Proposals By Verizon And AT&T To Allow
Increases To Residential Rates Without Further Review ............. Page 14
1 Verizon's request for authority to raise residential rates up to five percent
each year without further review represents arequest for ageneral inarease
= (= Page 14
2. Where Verizon has proposed a general increase in rates, the Company has

the burden to prove that proposed rate increases are necessary to obtain
reasonable compensation for the service rendered and would produce rates

that are just and reasonable and non-discriminatory ........... Page 15
3. The other parties have not shown that such rate increases would be just
and reasonable non-discriminatory and necessary to obtain reasonable
compensation asrequired by statute . .......... .. ... .. Page 18
4. Verizon has not shown that inflation justifies five percent increases each
YA . e Page 23
5. Based on the record data, Verizon's current residential retail rates are not
below costsor subsidized . . .......... ... .. .. i Page 24
6. Raising retail residential ratesmay reduceuniversal servicein
MassaChusetts . ... Page 27

C. The Department Should Reject Verizon's Proposed Rate Increases And Instead
Freeze Residential Rates Until It Has Reviewed An Independent Audit of
Verizon's Regulatory Accounting, Verizon's Current Earnings Data, And Current
Costs To Serve Residential Customers . ........ooviiiiieenn... Page 29

D. The Department Should Deny Verizon's Request To Eliminate Its Outdated
Service Quality Plan And Order The Company To Propose A New Plan To



Improve ServiceQuality .......... . Page 30

1 The purpose of a service quality plan isto maintain aminimum level of
service and persuade the Company not to degrade sarvice ... ... Page 30

2. Verizon's current service quality planisoutdated . .. .......... Page 32

3. The Department should strengthen service quality performance standards
andthresholds ............ ... ... i Page 33

V. CONCLUSION .. e Page 34



COMMONWEALTH OF MASSACHUSETTS
DEPARTMENT OF TELECOMMUNICATIONS AND ENERGY

Investigation by the Department of Telecommunications and Energy )
on its own Motion into the Appropriate Regulatory Plan to succeed )
Price Cap Regulation for Verizon New England, Inc. d/b/a Verizon ) D.T.E. 01-31
Massachusetts’ intrastate retail telecommunications services in the ) Phase 11
Commonwealth of Massachusetts ) Track B

)

INITIAL BRIEF OF THE ATTORNEY GENERAL

L INTRODUCTION AND SUMMARY OF ARGUMENT

The Attorney General for the Commonwealth of Massachusetts (“ Attorney Genera”)
filesthisInitial Brief pursuant to the Hearing Officers’ August 22, 2002, procedural
memorandum. The Department of Telecommunications and Energy (“ Department”) ordered
that, in this phase of the case (“Phase |1, Track B”), parties address a plan, proposed by Verizon
New England, Inc., d/b/aV erizon Massachusetts (“Verizon” or “Company”), for regulating retail
residential rates.! Verizon has asked the Department toraise residentid dial tone ratesinitially

by more than $2.00 per telephone line per month (up to approximately twenty-five percent).

! Verizon's proposal's are not inconsistent with directivescontained in the Department’s Order in
the first phase of this docket. Verizon, D.T.E. 01-31 (Phase I) Order, p. 105 (May 8, 2002) (“Phase |
Order™).

2 The Department “tentativey concluded’ that: “switched access ratesshould be reduced to
interstate levels, and specia access rates should be reduced to unbundled network element (“UNE")
based levels, with the revenue shortfall recovered from fixed charges for residential dial tone lines.”
Phase | Order, p. 101. TheDepartment instructed Verizon to “include such provisions within its proposal
submitted in Phase |1 of this proceeding.” Id. Verizon, inresponse, proposes to raiseall Massachusetts
residential did tone charges from the current $9.91 toup to $12.35. Exh. VZ-2, p. 14. Verizon would
raise residential rates, purportedly on a“revenue neutral” basis, to recover revenues (estimated $61
million annually) that the Company allegedly will lose from reductions inaccess fees it previously

(continued...)



The Department asked about other possible changes in this case that would raise the residential
dial tone ratesinitially by approximately $7.00 per telephaone line per month (over seventy
percent). The Department should reject the proposed dial tone rate increases because no party has
shown either that Verizon is legally entitled to such inareases or that the increases actually would
be revenue neutral to the consumer.

Verizon aso proposes to change dramatically the way the Department establishes rates
for basic residential telephone sarvice. For decades, the Department set rates based on costs.?
Verizon now asks the Department for authority to raise basic residential rates up to five pecent
each year, indefinitely, without reference to current or recent costs, and without further
Department review.* The Department should reject the methods of setting residential rates

proposed by Verizon and AT& T because these methods are inconsistent with the Department’ s

?(...continued)
recovered from interexchange carriers like AT& T Communicationsof New Endand, Inc. (“AT&T"),
WorldCom, and Sprint. Exh. VZ-2, Attachment A, Tab B, Attachment |1, page 5. Also, Verizon would
include Touch-Tone service (formerly optional) and certain payphone and collocaion charges in the dial
tonerate. Exh. VZ-2, p. 14.

% Since 1995, the Department has s& most of Verizon's rates under a“ price cg” method of
regulation, with a* price freeze” preventing increases for basic residential service. Under the price cap
regime, the Department hasallowed Verizon to change individual rates, provided that its revenues may
not exceed the overall revenue requirement set by the Department, as adusted annually for inflation and
productivity. New England Telephone and Telegraph Company, D.P.U. 94-50 (1995). While the
Department has found that it no longer needs to set business service rates becausethose markets are
“sufficiently competitive,” the Department did not make a similar finding for residential markets. Phase |
Order, p. 91.

* Verizon refersto cost data from 1993 and earlier. Exh. AG-1, p. 1, 4; New England

Telephone and Telegraph Company, D.P.U. 94-50 (1995). Given the many changesin
telecommunications markets since 1993, those data are too stale to be used as a basis for setting rates
prospectively, much less going forward for an indefinite period.
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statutory mandate. G.L. c. 159, § 20.> The Department must set rates that are “just and
reasonable,” providing areturn to Verizon that is neither so low asto be confiscatory, nor so high
asto be exorbitant. G.L. ¢ 159, 820, An Appeal of Public Service Company of New Hampshire,
547 A.2d 269, 271; 96 PUR 4™ 536 (1988) (“a utility’ s charges are appropriate if they fall within
a zone of reasonableness between the extremes of confiscating the utility’ s property, at one end,
and exploiting customers for the utility’ s benefit at the other.”) (Souter, J.). Massachusetts law
does not authorize the Department ather to delegae its rate setting responsibility to VVerizon or to
ignore Verizon'slevel of earnings. Furthermore, ever-increasing basic telephone service rates
may force some customers to drop their telephone service, or prevent others from obtaining
service, contrary to the Department’s goal of universal service. Based on the record, the
Department should not raise basic residential rates. Instead, the Department should freeze
residential rates at their August 15, 2001 levels until it finds, after afull review of Verizon's
current earnings, an independent audit of Verizon’s regulatory accounting and current cost of
service studies, that Verizon’s costs to serve residential customers exceed that class's revenues.
The Department also should strengthen Verizon’s current service quality plan.
II. STATEMENT OF THE CASE

Inits Order opening itsinvestigation into Verizon' s alternative regulation plan, the
Department said that it would “review the appropriate policy to succeed price cap regulation for
Verizon'sretal intragtate telecommunications servicesin M assachusetts.” D TE 01-31 (Phase 1)

Vote and Order to Open Investigation, p. 1 (February 27, 2001). The Price Cap Plan expired

®> Verizon seeks authority to raise residential rates up to five percent per year without
Departmental review, while AT& T requests that the Department allow Verizon toraise rates up to ten
percent per year without review for thenext three years. Exh. ATT-1, p. 16.
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August 15, 2001. In response to the Department’s order, Verizon filed a regulatory plan on April
12, 2001 (“Phase | Plan™), that capped the basic residential rates (dial tone and usage) for three
years, allowed other residential services to change only on an allegedly revenue-neutral basis,
allowed business services and all other intrastate service rates to fluctuate according to market
demands, and provided for the possihility of areduction in intrastate switched acoess rates.
Verizon proposed to continue the service quality plan established in D.P.U. 94-50 with a
modification to the penalty payment methodology. Exh. VZ-4.

On June 21, 2001, the Department bifurcated the investigation and halted any further
consideration of Verizon's Phase| Plan.® D.T.E. 01-31 (Phase ), Interlocutory Scoping Order, p.
17. The Department stated that in Phase | it would examine whether there was sufficient
competition to deregulate any of Verizon's regulated residential or business services. The
Department designed Phase |1 of the investigation to consider which alternative regulation plan —
including traditional cost-of-service, indexed price cap regulation, and any intervenor-proposed
plans — might be mog appropriate for retail services that are not sufficiently competitive to merit

removal of pricing constraints. /d., pp. 17-19.

“Accordingly, we bifurcate this proceeding into consecutive phases. In the first phase of
this proceeding, we will undertakean investigation into the levels of competition, the
specific standard of review, and the necessary Department findings regarding sufficient
competition. The content of the second phase of this proceeding will be governed by the
outcome of the first. If Verizon meetsits burden of proof to show that the services for
which it seeks pricing flexibility are sufficiently competitive and that competition is
sufficient to warrant the use of an alternative form of regulation for other services, the
second phase will consist of an investigation into whether Verizon's proposed plan, or
later-filed intervenors' plans, for regulatory treatment of those servicesis appropriate. If
Verizon has not met its burden in thefirst phase, the second phase will consist of an
investigation into which form of regulation, be it a continuation of price cap, a
restoration of rate-of-return regulation, or some alternative, is appropriate for the level of
competition demonstrated by our investigation inPhase|.” D.T.E. 01-31 (Phase ),
Interlocutory Order on Scope, pp. 17-18 (June 21, 2001).
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On May 8, 2002, the Department determined that there was sufficient competition for

most of Verizon'sretail business servicesto allow Verizon pricing flexibility for those
business services. Phase | Order, pp. 91-92. Verizon did not seek pricing flexibility for

residential services, but the Department stated in “tentative conclusions’ that “it is not feasible or
desirable to institute cost-of-service regulation for only one set of Veaizon customers.” Id., p. 97.
The Department tentatively concluded that “some form of altemative regulation (e.g., rate
freeze, price cap, revenue cap, or some combination of these) may be appropriate for Verizon's
residential services and would not be inconsistent with precedent.” Id., p. 98. The Department
tentatively concluded that “ historic evidence has shown that residential rates are likely below
their efficient levels’ (id.), and provided guidance, but not findings, regarding the Department’ s
process for evaluating whether Verizon's Plan would produce just and reasonable residential
retail rates. The Department stated that rates would be just and reasonable if they fell between a
floor of incremental costs (with no recovery for joint and common costs) and a ceiling of stand-
alone costs (incremental costs plus al joint and common costs). Id., pp. 99-100; D.T.E. 01-31
(Phase I) Order on Reconsideration (August 5, 2002), p. 8. The Department also noted that “we
can look to principles of competitive pricing for standards to judge whether regulated prices for
specific services are just and reasonable. In competitive markets for telephone services, efficient
market prices are based on incremental cost plus a mark-up for joint and common costs, based on
Ramsey pricing principles.” Id., p. 99.

On June 5, 2002, Verizon, in response to the Department’ s Phase | Order, filed an
Alternative Regulation Plan (*Phase |1 Plan”) for residentid customers that was markedly

different from its original proposal. Instead of arate freeze for basic residentia servicesfor three
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years, Veizon now proposes to increase dial tone rates by about 25 percent and requests
authority to raise residential rates up to five percent each year indefinitely without further
Department review. The Attorney General and other parties filed comments on the Phase Il Plan
on June 25, 2002. On August 1, 2002, the Department proposed a procedural schedule dividing
itsretail rate investigation into two tracks and creating athird phase.” The Department held four
public hearings on the Phase Il Plan? The Hearing Officer denied the Attorney General’s August
22, 2002, request to expand the procedural schedule to allow sufficient time to conduct a review
of Verizon's earnings, a cost of service study, and an independent audit of the Company’s
regulatory accounting before dlowing Verizon to raise rates without Departmental review. Tr. 1
(August 22, 2002 procedural conference), pp. 6-12, 18-19, 23-24. The Attorney General

appeal ed the Hearing Officer’ s decision, and the Commission denied the appeal. D.T.E. 01-31
(Phase I1), Interlocutory Order on Appeal by the Attorney General of Hearing Offica’s Ruling on
the Procedural Schedule (September 3, 2002), p. 6.

The Intervenorsin Phase | remained parti esin the Phase |1 proceeding.® The parties and

"Track A will review Verizon's Phasel Order compliance filing for retail business services and
Track B will review appropriate reguatory frameworks and service quality plans proposed by Verizon
and others for retail residential services. Department August 1, 2002, Memorandum, p. 1.

& The public hearings were hdd on Augug 27, 2002 (Pittsfield), August 29, 2002 (Worcester),
September 3, 2002 (Boston), and September 5, 2002 (New Bedford). Pittsfield City Councilor Peter
Arlos asserted in awritten statement to the Department that Verizon did not give adequate public notice
of the Pittsfield public hearing. Written comment by Peter G. Arlos, Gity of Pittsfield Councilor (August
28, 2002). Councilor Arlos appears to be correct. A comparison of the Department’ s August 6, 2002
Order of Notice and Verizon's September 11, 2002 submission of notices of publication reveals that
Verizon failed to publish any of the noticesfor the four public hearings by the date set forth in the
Department’s Order of Notice. Furthermore, Verizon failed to publish the public notices at least 21 days
before the Pittsfield and Worcester public hearings, as required by G.L. c. 159, § 20.

° The Department granted full intervenor status to Allegiance Telecom of Massachusetts, Inc.,
(continued...)
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the Department conducted discovery on Phase Il of the investigation.’® Verizon filed direct
testimony on August 28, 2002; the Attorney Generd and AT& T filed rebuttal testimony on
September 4, 2002; and Verizon filed its rebuttal testimony on September 18, 2002.

The Department conducted evidentiary hearings at its Boston offices on October 22
through 24, 2002, during which Dr. David Gabe testified for the Attorney Generd ; John Conroy,
Dr. William E. Taylor, and Paula Brown testified for Verizon; and Dr. John Mayo testified for
AT&T.

III. STANDARD OF REVIEW

A. Departmental Review of Proposed General Rate Increases

M assachusetts law requires that when a common carrier proposes rate changes that
“represent a general increase in rates,” the Department must had a public hearing and investigate

the propriety of the proposed changes. G.L. c. 159, § 20."* The Department must publish notice

%(...continued)
AT&T, Global NAPs, Inc., Network Plus, Inc. (“Netwark Plus’), New England Cable Television
Association, New England Public Communicati ons Council, Inc., Sprint Communi cations Company,
L.P., The Asxciation of Communications Enterprises, Qwest Communications Corporation, XO
Communications, Inc., and WorldCom, Inc., and limited participant status to Boston Gas Compary d/b/a
Keyspan Energy Delivery New England. Allegiance Telecom subsequently withdrew fromthe case.
D.T.E. 01-31 (Phase ), Attorney General Initial Brief, p. 3; D.T.E. 01-31 (Phase Il) Hearing Officer
ruling, July 2, 2002.

' The Hearing Officer ordered that in Track B, discovery, hearings, testimony, and briefing
would be allowed on Track A issues (i.e., Verizon's retal business services) only as they relate directly
to Track B issues.

1 “Whenever the department receivesnotice of any changes proposed to be made in any
schedule filed under thi s chapter whi ch represent a general increasein ratesby a
common carier furnishingthe service of transmission of intelligence by electricity, it
shall notify the attorney general of the same forthwith, and shall thereafter hold a public
hearing and make an investigation as to the propriety of such proposed changes after first
causing notice of the time, place and the subject matter of such hearing to be published at
least twenty-one days before such hearing in such local newspapersas the department

(continued...)
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of the public hearing at least twenty-one days before the hearing.*? Id. The Departmentis
authorized to “determine the just and reasonable rates’ where it concludes, after a public hearing
and investigation, that rates are* unjust, unreasonable, unjustly discriminatory, unduly
preferential, in any wise inviolation of any provision of law, o insufficient to yield reasonable
compensation for the service rendered.” G.L. c. 159, § 14.

Verizon must demonstrate that its proposed alternative rate plan would produce just and
reasonable and non-discriminatory rates. G.L. c. 159, 88 14and 20. The common carrier also
bears the burden of showing that its proposed increase “is necessary to obtain reasonable
compensation for the service rendered ....” G.L. c. 159, § 20. “The burden of proving the
propriety of arate increase remains with the utility seeking theincrease.” Town of Hingham v.
Department of Telecommunications and Energy, 433 Mass. 198, 213-214 (2001); Metropolitan
District Commission v. Department of Public Utilities, 352 Mass. 18 (1967). Rates must reflect
only those costs the Department finds to be reasonably and prudently incurred for providing
service to customers. Western Massachusetts Electric Company, D.P.U. 85-270, p. 20 (1986).

B. Service Quality Plans

As part of its public service obligaion, Verizon must provide adequate srvice to its

customers. The Company must design a service quality plan that ensures it does not have an

1(...continued)
may select. ... At any such hearing involving any proposed increase in any rate, joint rate,
fare, telephore rental, toll or charge, theburden of proof to show tha such increaseis
necessary to obtain a reasonable compensation for the service rendered shall be upon the
common carrier.” G.L. c¢. 159, § 20.

2 All telecommunications carriers subject to the Department’ s jurisdiction must provideat least
thirty days advance written noticeto customers of any proposed increase in business and residential
retail rates. G.L. c. 159, § 19; Exh. AG-5. Verizon agreed to abide with this notice requirement. Tr. 1,
pp. 68-69.
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incentive to cut costs to the detriment of service quality. New England Telephone and Telegraph
Company, D.P.U. 94-50, p. 236, n. 134 (1995). In evaluating whether a service quality planis
reasonabl e and adequate, the Department considers five factors: (1) the datato beincluded in the
report; (2) the format of the information to ensure that the data are presented in a consistent and
meaningful fashion; (3) the frequency with which the data are reported and filed with the
Department; (4) the standards by which quality of service indicators are measured; and (5) the
extent to which the company’ s review of the various quality of service indicators leads to
corrective action. New England Telephone and Telegraph Company, D.P.U. 89-300, pp. 300-
301 (1990).
IV.  ARGUMENT

The Department should reject the proposals to increase residential dial tone rates between
$2 and $7 per month to recover estimated revenues lost from reductions to rates for switched
access and other services. The Department should also deny Veizon's request to raise
residential retail rates up to five percent each year without Departmental review.

A. The Department Should Reject Verizon’s Request To Raise Residential Dial
Tone Rates.

The Department ardered V erizon to calcul ate the estimated revenuereduction that would
occur if Verizon were to reduce its intrastate switched access chargesto interstae levels.!®* Phase
| Order, p. 101. Verizon estimates that it will lose $61 million annually from such reductions.
The Company proposes to raise residential dial tone rates to recover that amount, to make Touch-

Tone service mandatory, and to include the Touch-Tone charge in the dial tone rates. Exh. VZ-2,

3 |ntrastate switched access charges are the rates interexchange carrierslike AT& T, WorldCom,
and Sprint pay to Verizon for carrying intrastate toll calls.
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Attachment A, Tab B (revised 8/28/02), Attachment 1, Workpaper 1.** Verizon calculates that
monthly residential dial tone raesfor its 2.75 million residential cusomers would haveto rise
between $1.97 and $2.44 to allow Verizon to recover the $61 million annually. 1d.*°

The Department asked Verizon to cdculate how much the residential did tone should
increase if the Department chose to reduce Verizon's Eastern LATA business and residential toll
ratesto Western LATA toll rates and lower intrastate business and residential special access rates
to UNE rates. Exh. DTE-VZ 3-3; Exh. DTE-VZ 3-4 (proprietary). Verizon estimated that these
changes would reduce the Company’ s revenues (above the $61 million) by $36 million (Eastern
LATA) and as much as $350 million (specia access) annually, resulting in additional increases
in monthly residential dial tone rate of $1.17 (Eastern LATA) and over $4.00 (specia access).
Id.; Tr. 2, pp. 110-112; Exh. DTE-VZ 3-4; Exh. DTE-VZ 3-5. Even though much of the
allegedly lost revenue would come from business services, Verizon contends that the residential
dial tone, rather than any other business or residential service, should be increased to recover the
anticipated lost revenues because: “it is our belief that residence dal-tone line remains the most
inelastic service, and that’s where we would haveto make the increase.” Tr. 2, p. 116 (Ms.
Brown).

If the Department adopts all of the proposal's — reduce intrastate switched access charges,

4 Currently, Touch-Tone service isan optional feature.

> Ms. Brown testified that: “The company’s proposal isatotal per customer that does not have
Touch-Tone now, could ultimately see an increase of $2.44. That would include the dial-tone offset for
the switched access, collocation, PAL and PASL rates, and the Lifeline adjustments; all o the
adjustments that we' ve detailed in our warkpapers would total $2.44 for customers without Touch-Tone.
It would be $1.97 for customers who currently have Touch-Tone, would be their increase.” Tr. 2, pp.
109-110.
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revise PAL/PASL and collocation charges, lower Eastern LATA toll, and lower intrastate special
access rates — and makes up those estimated lost revenues by raisingresidential dial tone,
Verizon intends to raise basic residential service by over $7 pe month. The Depatment did not,
however, dired Verizon to produce cost studies or submit to an earnings review that would
support its estimates for current earnings, anticipaed revenue losses, and service costs.

1. Raising residential dial tone alone to meet Departmental directives is
unfair, discriminatory and otherwise inappropriate.

Verizon contends that it should be allowed to recover the $61 million to $386 million
anticipated losses through increased residential dial tone charges, allegedly on a*“revenue-
neutral” basis. Exh. VZ-2. Verizon arguesthat increasingresidential dial tone chargesis
appropriate because that is the most inelastic rate element and there are few alternatives to dial
tone service, Tr. 2, p. 116-117, and states that it currently controls over 85% of theintraLATA
residential market statewide. Exh. AG-VZ 5-8.

The Department should reject Verizon's proposed residential dial tone increases for
several reasons. First, Verizon basesits proposal to increase dial tone rates on estimates, not
actual numbers of lost revenues. Exh. VZ-2, Attachment A, Tab B, Attachment |, Workpape 1
(revised 8/28/02). The Company has not provided evidence that its predictions are at all
accurate, and Verizon may reap awindfall if its actual losses are not as much asits estimated
losses. A better, fairer approach would be to recover only actual lost revenues and conduct an
earnings review to ensure that theincreases arenecessary for Verizon to obtan reasonable
compensation. Second, there is no record evidence showing that interexchange carriers will pass

along their savings from reduced intrastate access chargesto Verizon’s customers, so increasesin
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dial tone may not be revenue neutral to the consumer. Exh. AG-VZ 3-20, quoting Dr. Taylor's
response to Exh. DTE-VZ 1-10 (Phase).

Third, any revenues lost from switched access rate reductions, PAL and PASL rate
changes, collocation rate changes, and spedal access rate changes would come from both
business and residential customers. Verizon's proposal isunfair, unjust and discriminatory
because only residential customers are being asked to shoulder the burden of compensating for
Verizon’slost revenues. The Department found long ago that residential ratepayers should not
be treated as the guarantors of the Company’ s recovery of its revenue requirement. Intral ATA
Competition, D.P.U. 1731, pp. 28, 31-36 (1985). Fourth, the concept of revenue neutral
adjustmentsto residential dial tone is a method used under rate-of-return regulation, which the
Department has already found to be inappropriate. Phase | Order, p. 97.%°

Fifth, recovery of shared costs from end-user did tone would be economically inefficient.
The loops used to supply accessare becoming more traffic sendtive and shared anong multiple
end-users and digital subscriber line (“DSL") users as they are upgraded from all copper to fiber
optics and digital electronics. The Department has determined that such equipment is engineered
based upon busy hour usage, which is traffic sensitive. Tr. 2, p. 223. Recovering logp costs only
from flat end-user dial tone rates, as though the loop remained entirely non-traffic sensitive,
would no longer provide the correct economic signals to end-users, competitors, and investors.

Exh. AG-1, p. 11.

1% “For several reasons, the Department finds that it is nat feasible or desirable to institute cost-
of-service regulation for only one set of Verizon customers.” Phasel Order, p. 97. AT& T’ switness,
Professor M ayo, appearsto agree. Hetestified that “ the Department will be best served by establi shing a
set of efficient prices that break from traditiond make-whole residual pricing methods.” Tr. 3, p. 292
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Sixth, Verizon has not provided the Department with its statement of earnings or
subjected itself to an earnings review that would show that its proposed residential dial tone
increase would be “revenue-neutral” to itself or itsresidential customers, or that falureto
compensate Verizon for switched access revenue actually lost would result in confiscatory rates.
Before increasing dial tone rates now for future estimated lost toll revenues, the Department
should examine Verizon's earnings and al of Verizon'stoll market revenues, including revenues
generated through its reclassification of calls to wireless phones from local callsto toll calls. Tr.
1, pp. 62-68; Exh. AG-4; Exh. AG-VZ-5-1.

2. Charging customers for Touch-Tone service that they have not
requested would be unfair .

Part of Verizon’s proposed monthly residential dial tone rate increase ($.47) results from
its proposal to change the optional Touch-Tone service to a mandatory service and include that
charge aspart of thedid tone charge. Exh. VZ-2, Attachment A, Tab B, Attachment I,
Workpaper 1 (revised 8/28/02). According to Verizon, this proposal will affect about 238,879
residential customers who do not currently have Touch-Tone service Exh. AG-VZ 1-4; Exh.
AG-VZ 2-8.

Verizon has provided no evidence why Touch-Tone service must or should be changed
from an optional service to amandatory service. The record shows only that Verizon now wants
to charge all itsresidential customers for the service. “Chapter 159, 8§ 14, mandates ajust,
reasonable, and nondiscriminatory rate structure.” New England Telephone and Telegraph
Company v. Department of Public Utilities, 372 Mass. 678, 684 (1977) (emphasis added).

Verizon's proposal would be unfair because it favors one class of customers (those who want the
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service) over another (those who do not want or need the service) without adequate justification,
and forces customersto pay for a service they may not want or need. See Attorney General v.
Department of Public Utilities, 390 Mass. 208, 235 (1983) ("unless there is a reasonable
justification for significant differential in the rates of return of classes, perhaps based upon
differences in usage or on public policy considerations ... continuing substantial differencesin the
rates of return of classes may result in ‘unduly or irrationally discriminatory’ rates"); Boston
Board of Real Estate v. Department of Public Utilities, 334 Mass. 477, 495 (1956), (some
“reasonable justification” is necessary if rates to customers taking different services are not to be
found to be “unduly or irrationally discriminatory.”); G.L. c. 159, §814 and 20.

Verizon has not adequately shown that its residential dial tone rate should increase to
reflect Verizon’s wish to make Touch-Tone service mandatory, and the monthly dial tone
increase would unfairly fall on customers who have not requested Toudh-Tone service.
Therefore, the Department should reject Verizon's request to increase dial tone for a mandaory
Touch-Tone charge.

B. The Department Should Reject Proposals By Verizon And AT&T To Allow
Increases To Residential Rates Without Further Review.

1. Verizon’s request for authority to raise residential rates up to five
percent each year without further review represents a request for a
general increase in rates.

Verizon asks the Department to grant the Company (in addition to dial tone increases that

could be as high as $7.00 per month or 70%) the authority to raise all residential raes regulated

by the Department by up to five percent per year for an indefinite period without further
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Department review.!” Each such annual rate increase would affect the majority of the Company’s
customers, aswell as the vast mgjority of customers whose services the Department will continue
to regulate.’® Each such annud rate increasewould cause Verizon’ s aggregate revenues to
increase. The Department has found that where the operation of a price cap formulacould
increase aggregate revenues, it would most likely represent a“general increase” inrates. New
England Telephone and Telegraph Company, D.P.U. 94-50, p. 219 (1995); G.L. c. 159, §20.
Verizon's request in this case for authority to implement a series of such annual rate increases
without further review, and without any pricecap productivity factor or other offsets, represents a
request for a“general increase” in rates subject to G.L. c. 159, §20.

2. Where Verizon has proposed a general increase in rates, the Company
has the burden to prove that proposed rate increases are necessary to
obtain reasonable compensation for the service rendered and would
produce rates that are just and reasonable and non-discriminatory.

By statute, where a common carrier proposes a general increase in rates, the Department

must hold a public hearing and make an investigation as to the propriety of proposed rate

changes. G.L. c. 159, 820. The Department thereafter may make, regarding any proposed rate

" The Company contends that a five percent rate increase is de minimis compared torate
increases that have occurred in the cable industry. Exh. VZ-2,p. 12. The staute does not require that a
rate increase be of any particular size in order to be a“general increaseinrates.” G.L. c. 159, § 20. The
proposed five percent increases would not be de minimis; at five percent, Verizon would collect from
residential ratepayers approximately $31 million additional revenue in the first year, escalating to $38
million in year five, for a potential total of about $300 million over five years on the basic service portion
of the rates, not including toll or vertical services. The same arguments apply against AT& T’ s proposal
that the Department allow Verizon to raiseits basic residential rates by ten percent for each o the next
three years without further Department review. Exh.AT&T-1, p. 16. Under Verizon's plan, rates could
increase five percent per year indefinitely without Department review.

'8 Verizon has not shown, or even attempted to show, that residential services are* sufficiently
competitive” to removepricing constraints. The Department hasgranted V erizon market-based pricing
flexibility for most of itsbusiness services, but not its residential srvices. DTE01-31, Phase | Order,
pp. 91, 99 (2002).
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changes, “ such order as would be proper under a proceeding under section fourteen.” Id. The
Department shall “determine the just and reasonable rates’, where the agency concludes after
hearing that rates are “ unjust, unreasonable, unjustly discriminatory, unduly preferential, in any
wisein violation any provision of law, or insufficient to yield reasonable compensation for the
servicerendered ....” G.L. c. 159, 8§ 14. The Department had to investigate Verizon's proposed
general rate increase under Section 20 and could determine under Section 14 whether the
proposed rate changes would be just and reasonable, non-discriminatory and necessary for
Verizon to obtain a reasonable compensation for the service rendered. While existing rates are
presumed to be reasonable until changed, G.L. c. 159, 8§17, that presumption does not apply to
proposed rateincreases. G.L. c. 159, §20.

The Court has granted the Department substantial leeway regarding the methodol ogy used
to determine just and reasonable rates. Attorney Generalv. Dep’t of Pub.Ultils., 392 Mass. 262,
268 (1984); American Hoechest v. D.P.U., 379 Mass. 408, 413 (1980); Massachusetts Elec. Co.

v. D.P.U., 376 Mass. 294, 302 (1978).” The Department, however, may not ignore the

19« .. charges heretofore established and s& out in any schedule filed as provided in sections
nineteen and nineteen A shall be deemed primafacie lawful until changed or modified by the department
under the powers conferred upon it by this chapter, but this provision shall not gve to such rates any
greater weight as evidence of thereasonableness of other rates than they would otherwise have.” G.L. c.
159, § 17.

%0 The Department stated in 1995 that “the Court has never addressed the precise question of
whether the Department can permit substitution of an alternative regulatory scheme, such as price cap
regulation, for traditional cost-of-service regulation ...” New England Telephone & Telegraph Company,
D.P.U. 94-50, Interlocutory Order On Motion To Dismissof the New England Cable Televison
Association, Inc., p. 42 (1995). The Department adopted a price cap method i n that case, with a freeze
for basic residential rates, after conducting areview of the Company’s earnings. New England
Telephone & Telegraph Company, D.P.U. 94-50, pp. 274, 503 (1995). The Court still has not decided
the legality of price cap regulation under Chapter 159. While the Court discussed price cap reguationin
arecent case, that was under a new statute for electric and gas companies under G.L. ¢. 164, not for

(continued...)
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constitutional and statutory limits or the numerous court decisions requiring that rates be neither
confiscatory nor exorbitant regardless of the ratemaking methods employed during the
proceedings. Washington Public Interest Organization v. Public Service Commission, 393 A. 2d
71, 76-77 (D.C. Ct. Ap. 1978) (consumer and investor interests must be considered in setting
reasonable rates), citing Washington Gas Light Co. v. Baker, 188 F. 2d 11, 15 (1950) cert. denied
340 U.S. 952 (1951)(the zone of reasonableness for rates “is bounded at one end by the investor
interest against confiscation and at the other by the consumer interest against exorbitant rates’);
See Permian Basin Area Rate Cases, 390 U.S. 747, 769 (1968) (“investor interests provideonly
one of the variables in the constitutional calculus of reasonableness’). The Department must
carefully balance the “investor and consumer interests in permitting a reasonable return on the
utility’ sinvestment.” New England Telephone & Telegraph v. Department of Public Utilities,
360 Mass. 443, 472 (1971)(“[T]he fixing of ‘just and reasonabl €' rates, involves a balancing of
the investor and the consumer interests’); Federal Power Commission v. Hope Natural Gas Co.,
320 U.S. 591, 602-603 (1944)(“Under the statutory standard of 'just and reasonabl€' it isthe
result reached not the method employed which iscontrolling”); Bluefield WW & Improvement
Co. v. Public Service Commission, 262 U.S. 679, 692-93 (1923) (a company has no right “to
profits such as are realized or anticipated in highly profitable enterprises or speculative
ventures.”)

For the Department to approve Veaizon's Plan would bean improper delegation to

%9(...continued)
telecommunications companiesunder G.L. c. 159, and the company in that case did not challengethe
Department’ s decision to choose performance-based ratemaking over cost of service or rate of return.
G.L. c. 164, 81E; Boston Gas Company v. Department of Telecommunications and Energy, 436 Mass.
233, 238 (2002).
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Verizon of its statutory review authority and an abdication of its obligation to protect the public
interest, contrary to G.L. c. 159, 88 14 and 20. See, Lowell Gas Light Company v. Dept. Pub.
Utilities, 319 Mass. 46, 52 (1946) (“the function of the Department is the protection of the public
interests and not the promotion of private interests....")

3. The other parties have not shown that such rate increases would be
just and reasonable, non-discriminatory and necessary to obtain
reasonable compensation as required by statute.

Verizon seeks authority to raise residential rates up to five percent each year without
further Department review. Exh. VZ-2, p.7. Verizon's proposed alternative regulaory scheme
does not contemplate any review of the company' s current earnings, either in this case or
regarding proposed future increases each year of up to five percent. The Department hasin the
record, and will have under Verizon's proposal, no evidence showing that these proposed rate
increases would be just and reasornable and non-discriminatory. Verizon also has nat carried its
burden to show that proposed rate increases are “ necessary to obtain reasonable compensation for
the servicerendered ....” G.L. c. 159, 8 20. AT&T proposes that the Department allow Verizon
to increase residential rates up to ten percent for each of the next three years without further
review. Exh. AT&T-1, p. 16. Neither party has presented evidence showing that residential rates
are below current costs. Exh. AG-2, pp. 4-6; G.L. c. 159, 8814 and 20. Instead, Verizon and
AT&T rely on éasticity studies, some as old as the 1970's and none based on data more recent
than 1990, to argue that the Department should allow Verizon to recover its revenue requirement
by raising rates for what they think is the most inelastic rate el ement, the residential dial tone.
Exh. AG-1, p. 13; Exh. AG-2, pp. 7-9.

The Department has indicated its desire to establish efficient and Ramsey efficient prices.
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Phase | Order, p. 99. Setting efficient prices for aregulated utility recovering arevenue
requirement, however, is more complicated than simply ordering rates anywhere between stale
estimates of incremental and stand-alone costs; it requires knowledge of current incremental
costs, embedded cost of serving classes, and Verizon's revenue requi rement or at least earnings
to avoid confiscatory or monopoly level pricing DTE-ATT 4-1; Exh. AG-2, pp. 5-8; Tr. 2, pp.
183-184. The record contains none of these three data sources. Exh. AG-2, pp. 5-6; Tr. 2, pp.
218, 250-251.

Current incremental costs are needed to set efficient prices because, in general, rates
should not be set below incremental costs. Tr. 2, p. 179. Verizon’s most recent estimate of
marginal cost, which dates back to 1993, shows that residential rates are not subsidized; rather,
they exceed marginal costs. Tr. 2, p.181.

The Department conducted its last full rate case, reviewing the Company’ s revenue
requirement, affiliate transactions, cost allocation and rate structure, in the mid to late 1980's,
based on data that are now more than 15 years old. New England Telephone and Telegraph
Company, D.P.U. 86-33-G (1989). In 1994, when the Department was considering a move to
price cap regulation for NYNEX, Company rate data were seven to eight years old. The
Department recognized that areview of current earnings was needed, and also looked at
incremental cost datafrom 1993. New England Telephone and Telegraph Company, D.P.U. 94-

50, p. 274 (1995).2* The price cap that the Department implemented in D.P.U. 94-50 expired

- Similarly, the Department conducted full reviewsof revenue requirements and class-specific
rate design before beginning pricecaps for two gas companies. Boston Gas Company, D.P. U. 96-50,
(Phase 1)(1996); Berkshire Gas Company, D.T.E. 01-56 (2002). The Department suspended the effective
date of proposed rates and investigated for six monthsin all three of these price cap cases. New England
(continued...)
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August 15, 2001, and the Department now is again considering a new mechanism for setting
rates. Asin D.P.U. 94-50, it has again been approximately eight years since the last earnings
review was conducted.? Despite the passage of nearly a decade and the significant intervening
changes in the industry, including merger savings, economies of scope and scale, Verizon has not
provided any revenue requirement or earnings data or cost of service studies to support its
proposed rate increases. Tr. 2, p.250.

The Department should not simply design rates by gpplying the inverse Ramsey pricing
rule and assigning all joint and common costs to the least elastic rate dement, asit suggested in
its “tentative conclusions.” Phase | Order, p. 101. Implementing Ramsey-efficient pricesisfar
more complicated than such a ratemaking approach implies, requiring knowledge of cross
elasticities and what would happen to complementary services if the Department wereto raise
dial tonerates® Tr. 2, pp. 219, 251. Ms. Brown, Dr. Taylor and Professor Mayo specul ate
based on their experience that residential dial tone serviceis still relatively inelastic (Tr. 1, pp.

34, 77, VZ Exh. 5, pp. 18-20; Exh. ATT-2, p. 11; Exh. VZ-6, p. 21), but they present no studies

#(...continued)
Telephone and Telegraph Company , D.P.U. 94-50, Suspension Order, April 20, 1994; Boston Gas
Company, D.P. U. 96-50, Suspension Order, May 23, 1996; Berkshire Gas Company, D.T.E. 01-56,
Suspension Order, July 17, 2001.

22 The Department also has determined that wholesal e rates should be reviewed at least every
five years due to changesin the industry and, indeed, is finishing up its quincentennial whdesale rate
review in Verizon’s Unbundled Network Elements, D.T .E. 01-20 (“UNE Docket”). Becausethe same
infrastructure supports the wholesale and retail networks, there is no reason that retail rates should
require less frequent review in light of thesame changes in the industry. Exh. AG-1, p.5.

8 According to Dr. Taylor, the “ Department has consistently rejected estimatesof elasticity of
demand as inherently speculativein nature and not subject to reasonable estimation, a position upheld by
the Supreme Judicial Court. See D.P.U. 85-266-A/85-271-A at page 56 footnote8.” Phasel, Exh. DTE-
VZ 1-10, page 1, quoted in Phase |1, Exh. AG-VZ 3-20.
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upon which the Department could reasonably rdy as a basisfor adopting an alternative rate
scheme and major increases to basic residential rates, as Verizon and AT& T propose.

The Department cannot determine Ramsey-efficient rates from the information inthis
record because V erizon has madeno studies of Massachusetts own- or aross-price el asticities?
Exh. AG-2, pp. 7-8. Verizon provided industry data on elasticities, but most of that datawas
from the 1970's, pre-divestiture, with one study that extended to 1983. Exh. AG-2, pp. 8-9.
AT&T supplied post-divestiture el asticities estimates, but they were still fifteen yearsold. Exh.
DTE-ATT 4-1; Tr. 2, pp. 202-203. AT&T also supplied articles discussing other elasticity
articles published in 1990. Tr. 2, pp. 208-209. Data change over time, however, and such stale
data are no longer relevant® Exh. AG-2, p. 8-9; Tr. 2, p. 221. The morerecent elasticity datain
the record areequally flaved. If Verizon applied the results of the one more recent elastiaty
study (of intraLATA toll in Maryland), that would triple the amount of additional revenue
expected from demand stimulati on caused by switched access rate reducti ons. Assuming,
therefore, Veaizon's contention that there needsto be revenue-neutral adjustments when access
rates change, the price of residential service should be reduced. Exh. AG-2, p. 10; Tr. 2, p. 202.

The most recent dasticity of demand data that Verizon relies uponwere collectedin

4 Verizon was not able to supply Massachusetts-specific data for industry-wide own-price
elasticities or selected firm-level own price elasticity coeffici ent estimates. Exh. AG-VZ 1-1; Exh. AG-
VZ 1-6. Verizon could not provide any estimates of the own-price elasticity of demand for its regulated
residential basic services. Exh. DTE-VZ 4-1.

% |f the Department does corsider the stale elasticity data, those data do not support a conclusion
that intraLATA toll is much more elagic than access. The long run elasticity presented by Verizon for
access (.27) isonly dlightly lower than Verizon's estimate of the elasticity for intraLATA toll (.3). Tr. 2,
p. 220. Sincethe old data were collected, the Department has implemented a mgjor rate rebalancing in
D.P.U. 89-300 and succeeding cases, raising residential dial tone ratesand local calling rates
substantially and reducingintraL ATA toll substantially. These rate changes wouldtend to lower toll
elasticities and raise access elagticities. Tr. 2, pp. 220-221.
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1993. Theindustry and Verizon's markets have changed fundamentally since 1993, with, among
other changes, the development of alternatives to Verizon’s wireline products (including
wireless, competitive suppliers, and cable), rebalanced prices, new technologies, and new price
bundles. Exh. AG-1, pp.13-14; Exh. AG-2, p.5. Dr. Taylor testified for Verizon that
“[iJmplementation of the Telecommunications Act of 1996, along with changes in regulation and
technology, has changed the fundamental structure of telecommunications markets in
Massachusetts and throughout the United States.” Exh. VZ-3, p.4. Thelocal loop also has
become more traffic sensitive with changesin technology. Tr. 2, p. 223; Exh. AG-1, p. 11. The
record does not contain elasticities that are anywhere near current, and therefore the proposed
price increases cannot be characterized as Ramsey-efficient. Exh. AG-1, p. 14. Other evidence
indicates that dial tone and local usage are not completely inelastic in the two dollar range of
price increases proposed by Verizon. Exh. AG-1, pp. 20-21.

The Department should not rely on stale data,® whether it is elasticity studies from the
1970's, full ratecase data from the 1980's, or inaremental costs, earnings data, and elasticity
estimates from 1993, to presume in 2002 that increased rates would be just and reasonable and
necessary to obtain reasonable compensation. Tr. 2, p. 251. Thisis especially truein an industry
where overall costs have been declining, as the United States Court of Appealsfor the District of

Columbiafound recently in aVerizon case. WorldCom, Inc. et al., v. F.C.C., No. 01-1198,

* Attorney General v. Comm'r of Insurance, 370 Mass. 791, 799 (1976) (“We may note that if an
average over alonger peiod would produce a result less subject to fluctuation, it might do so at the
expense of using data that could be regarded as obsolescent or stale.”); Berkshire Gas Company, D.T.E
01-56, p. 32 (2002) (year old data too stale for unbilled revenueadjustment); Investigation by the
Department of Telecommunications and Energy on its own Motion to Establish Guidelines for Service
Quality Standards for Electric Distribution Companies and Local Gas Distribution Companies Pursuant
to G.L. c. 164, § 1E, D.T.E. 99-84 (2000) (requirement that benchmarks not be based on stale data).
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F.2d _ (D.C. Cir. 2002), p. 7 (Slip opinion); Exh. AG-2, p. 14.%

4. Verizon has not shown that inflation justifies five percent increases
each year.

V erizon suggests that five percent increases are reasonable gven general inflation over
the past 73 years. Exh. AG-VZ-3-14. The record contans no evidence that tracking general
inflation would yield just and reasonable residential rates. Even if tracking inflation were a
reasonable method for setting Verizon’ sresidentid rates, five percent far exceeds reasonable
estimates of inflation. The Consumer Price Index (“CPI”) has exceeded five percent only twice
in the past twenty years, in 1982 and 1990. Exh. AG-2, pp. 24-25. From 1994 to the present, the
CPI fluctuated between 1.6 percent and 3.4 percent. Exh. AG-VZ 2-6. The CPI is expected to
fluctuate between 1.4 and 2.8 percent between 2002 and 2007, and average 2.5 percent over the
next ten years. Exh. AG-2, pp. 24-25. Price increases exceeding actual inflation would be
inefficient, reflecting neither true costs nor industry trends. Id. Verizon's proposal is similar to
continuing the price cap without the basic residential rate freeze, approximately doubling the
inflation factor, and dropping the productivity offset that led to residential refunds of $16.3
millionin 1996. D.P.U. 96-68, Compliance filing, June 10, 1996. Verizon has not shown that
any of these changes are “ necessary to obtain a reasonable compensation for the service
rendered.” G.L. c. 159, §20.

Finally, Verizon has not set atime frame for its Phase I Plan. Exh. AG-VZ 5-9. This

means the approved regulatory plan would continue indefinitely. Verizon has entered no

" The declining cost nature of telecommunicationsis also reflected in the fact that, under the
Department-approved Price Cap Plan, Verizon’s customers as a whol e received $296 million in rate
reductions andbill credits. D.T.E. 01-31 (Phase ) Vote and Orde to Open Investigation, p. 2 (February
27, 2001).
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evidence as to how these increases would impact thereturn to investors. The Department should
not assume, without evidence, that, if it allows Verizon to raise residential rates up to five
percent per year indefinitely, rateswould continue to be just and reasonabl e, non-discri minatory,
and necessary to obtain a reasonable compensation for the savice rendered, regardless of how
many times Verizon raises them.

5. Based on the record data, Verizon’s current residential retail rates are
not below costs or subsidized.

Although AT& T and Verizon argued that current residential rates are too low though not
subsidized in the traditional sense (i.e., that the rates are below their cost of service, though not
below marginal costs), they provide no cost data to support their positions. Tr. 3, pp. 266, 270;
Exh. ATT-1, p. 9; Exh. VZ-6, p. 5, Exh. AG-2, p. 19. The Attorney Generd presented publicly-
available data from the Federal Communications Commission (“F.C.C.”) showing that
residential service rates are not below their current costs. Exh. AG-1, pp. 6-7, 14-15% The local
service rate, including Touch-Tone and Subscriber Line Charge (“SLC”), but without the
increases proposed in this case, is schedul e to increase to approximately $25.63 in July 2003. Id.
The current cost of serving residential customers, based on unbundled network elements plus

customer service and marketing costs, is between $22.01 and $23.34, depending on differencesin

% The Department asked questions in the hearings about whether the sum of the total element
long run incremental costs (“TELRICS") of the unbundled network elements (“UNES”) that provide dial
tone service (loop, switch, port and transport) approximates the long run total service incremental cost
(“TSLRIC") for did tone service. Tr. 2, pp. 229-242. T he Department should not assume that TELRIC
approximates TSLRIC. The TELRIC price is generally much higher than the TSLRIC price because,
among other reasons, TEL RIC includes common and joint coststhat are excluded from TSLRIC. Exh.
AG-1, pp. 11-12; Tr. 2, pp. 185-186, 230.
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the estimation of switching costs. Exh. AG-1, pp. 8, 14-15.* Verizon, therefore, is either
breaking even or earning a surplus from residential customer basic rates, and its proposed
increases would be inefficient since the price already exceeds 100% of the shared cost of the
loop. Exh. AG-1, p. 9. Residential rates also exceed Verizon's latest estimate, based on 1993
data, of marginal costs. Tr. 2, p. 181.

The Department should not step back from rate regulation at this time and assume that the
market is sufficiently competitive to discipline Verizon's pricing of residential services.
Residentia markets are not effectively competitive and are losing entrants in what Dr. Gabel
described as arecent “meltdown” in telecommunications. Exh. AG-2, p. 17. Market entry
requires very high sunk investments, even for resellers. Those investments, which include
customer acquisition costs approaching $400 per customer, operational support systems, and
employee training costs, are a barrier to entry. Exh. AG-2, pp. 17-18. Firmsdecide whether to
enter amarket based on the overdl expected profitability, not on individual prices. Entry is
impeded, therefore, despite the profitability of basic exchange service. The lack of entry is not
due to the current rates being inefficient, but to the fact that the margin on basic exchange service
is not sufficiently high for competitors to recover their customer acquisition and other costs.

Exh. AG-2, p. 23. Absent regulatory intervention, oligopolist behavior and higher prices are
likely to be the norm. Exh. AG-2, p. 17.
Section 254(k) of the Telecommunications Act of 1996 explicitly states that:

The States, with respect to intrastate services, shall establish any necessary cost
allocation rules, accounting safeguards, and guidelines to ensure that services

2 AT&T challenged Dr. Gabel’ s retail servicecost number, preferring to estimate the cost using
the avoided cost discount. Exh. AT&T-2, p. 6; Tr. 3, pp. 289-290.
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included in the definition of universal service bear no more than a reasonable share
of the joint and common costs of facilities used to provide those services.

Exh. AG-1, pp. 31-32 (emphasis added). Since dial tone and local calling are included within
universal service, the Department may not assign all joint and common costs to those services
and none to services outside of universal service such astoll, DSL and vertical services. Sedion
254(k) of the Telecommunications Act prohibits states from allowing non-competitive services
to subsidize competitive services.

Another reason that residential rates are not below cost or subsidized relates to changesin
technology. The loop may now carry multiple products and services, not just voice calls, and
affords the owner of the loop multiple revenue streams. Exh. AG-1, p.28. TheF.C.C. has
treated loop costs as common inputs with shared cost allocations, as shown in its recent Verizon
Vermont and Verizon New Jersey Section 271 applications. Exh. AG-1, p. 10, n. 20. Verizon
itself argued that it isaviolation of F.C.C. rules to recover none of theloop costs from data
services. USTA v. F.C.C., Case No. 00-1012, p. 22 (May 24, 2002)*° Becausetheloopisa
shared or joint input for dataand voice, theincrementa cost of voice service should be zero. In

calculating the retail rate, the Department should divide loop costs among all services that

% Verizon's own witness, Dr. Taylor, indicated in another state proceeding that the cost of
the loop “is a shared fixed cost” between voice access to the network and high frequency data.
Exh. VZ-7, p. 19-20. Dr. Taylor explained that;

[t]hough cost consideration can tell you what the portion of the cost of the loop

economically belongs to voice service as opposed to high frequency data service. The

individual incremental costs of the voice access are not defined in economics, but
economics can tell you how, for example, in a competitive market those costs would be
recovered, the cost of the loop would be recovered from voice servicesin part and from
data servicesinpart.
Exh. VZ-7, pp. 20-21; Tr. 2, pp. 254-255. Dr. Taylor aso added: “[t]he first thing that you
should remember and keep firm in your mind is that when you have truly joint products, you
can't say anything about the individual incremental costs of the services.” Exh. VZ-7, p. 90.
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depend on the loop, including local, interstate toll, high frequency data and vertical services.
Exh. AG-1, p. 10, 28-29.

Verizon has the burden to show that inareases falling entirely onthe residential dass
would not be discriminatory. GL. c. 159, 8814 and 20. The Depatment indicated in its
“tentative conclusions’ that any price between afloor of incremental cost and a ceiling of stand-
alone costs “must perforce be just and reasonable.”® Phase | Order, p. 102. It is not reasonable
to conclude, based on stale 1980's and early 1990's data, that it would be just and reasonable and
non-discriminatory to raise rates as Verizon proposes. Only after investigating current revenue
requirement (or at least earnings) and recent cost of service studes may the Department
conclude that raising residential rates above current levels would not exceed the statutory ceiling
and would yield just and reasonable and non-discriminatory rates that are necessary for Verizon
to obtain reasonable compensation. G.L. c. §814 and 20.

6. Raising retail residential rates may reduce universal service in
Massachusetts.

Under Federa law, the Department must “ensure that universal serviceisavailable at
rates that are just, reasonable, and affordable.” 47 U.S.C. § 254(i). If the Department approved
all rate changes proposed for immediate implementation in this case, however, basic residential
dia tone would rise between approximately $2 and $7 amonth. Tr. 2, pp. 108-112. Although
increasing raes to encourage competition in theresidential locd market could lead, theoretically

and ultimately, to lower prices and other benefits, artificially creati ng competition by having high

% The Department also stated in its “tentative conclusions’ that “hi storical evidence has shown
that residentid rates are likely below their efficient levels,” citing D.P.U. 89-300 (1990). Fhase| Order,
pp. 96 and 100.
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prices does not bring any of these benefits and, indeed, can be extremely costly and inefficient.
Exh. AG-1, p. 22; Tr. 2, pp. 241-242. One such cost may be a decreased penetration rate of
phone service in the Commonwealth. Every incremental price incresse may deprive additional
consumers of the ability to have basic residential telephone services.

According to arecent report by the Federal Communications Commission, Massachusetts
has the lowest penetration rate for phone servicein all of New Engand. Only 95.6 percent of all
M assachusetts househol ds have basic telephone service as of November 2001.32 Moreover, this
penetration rate has actually dropped .2 percent since 1984. Id. Massachusetts isone of only
five states in the United States that experienced a decline in subscriber penetration between 1984
and 2001. Id. The 1990's experience may be instructive*® The Department raised basic
residential rates from 1990-1994. Massachusetts penetration rate fell 3.4 percent from1993 to
2000, a period that encompassed consumers' longer term reaction to the rate increases. Exh.
AG-2, pp. 11-12. From 1997-2001, Massachusetts' penetration was unchanged, while the
national average increased by .5 percent. Id. During those years, the penetration for
M assachusetts low income househol ds dropped .3 percent, while nationwide penetration
increased 1.6 percent. Exh. AG-2, pp. 14-15. These distinctions between Massachusetts and her

sister states should cause the Department heightened concern when it is considering raising basic

% Other New England states' penetration raes for 2001 are as follows: New Hampshire 98.3
percent; Maine 97.8 percent; Vermont 97.2 percent; Rhode Island 96.3 percent; and Connecticut 96.1
percent. “Telephone Subscribership in the United Sates (Data through November 2001),” Industry and
Technology Analysis Division, Wireline Competition Bureau, Federal Communications Commission,
released May 2002, Table 2, p. 8; Exh. AG-2.

% Determining the causes of subscription decline would require careful analysis. Exh. AG-2, p.

15. The Department should open a proceeding to investigate the causesof reductions in universal
service.
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residential rates again.

Approximately 208,689 households in the Commonwealth do not have basic telephone
service, based on the F.C.C. repart and a recent census report.* Although V erizon proposes to
increase the LifeLine credit for its 163,605 |ow-income customers, there are even more
households that do not have basic phone service. Exh. VZ-2, Attachment A, Tab B, Attachment
I, Workpaper 1 (revised 8/28/02); Exh. AG-VZ 1-4. The potential harm to universal service that
would likely result from proposed increases to basic residential service rates is one more reason
that the Department should reject those proposed increases.

C. The Department Should Reject Verizon’s Proposed Rate Increases And

Instead Freeze Residential Rates Until It Has Reviewed An Independent
Audit of Verizon’s Regulatory Accounting, Verizon’s Current Earnings
Data, And Current Costs To Serve Residential Customers.

According to Verizon, its regulated residential retail rates, which have not changed since
the Price Cap Plan ended on August 15, 2001, are just andreasonable. Exh. AG-VZ 5-11; RR
AG-1; Tr. 2, pp.117-119; Exh. VZ-2, page 14; Exh. AG-VZ 3-18. Whileexisting rates are
presumed to be just and reasonableunder G.L. c. 159, § 17, Verizon is proposing rate changes;
the presumption of reasonableness does not apply to the proposed rate increases. Verizon'srates
also should not be presumed to be just and reasonable where they were based on revenue
requirement data that are now sixteen years old and earnings and marginal cost data that are now

nineyearsold. New England Telephone and Telegraph Company, D.P.U. 86-33-G (1989); New

England Telephone and Telegraph Company, D.P.U. 94-50 (1995).

3“Telephone Subscribership in the United States (Data through November 2001),” supra.
According to the U.S. Census Bureau, “Quick Facts,” Massachusetts 2001 popul ation estimate based on
2000 data, Massachusetts population is 6,379,304.
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Before authorizing Verizon to implement any residential rate incresses, the Department
should order the Company to file and should investigate over an adequate period (at least six
months): 1) afull current cost of service/revenuerequirement, or, a a minimum, complee
current earnings data; 2) the results of an independent audit of Verizon Massachusetts's
regulatory accounting; and 3) a current fully allocated Cost of Service Study/* Stand-Alone’
Study so that the Department can properly determine whether any increase to basic residential
rates would be jug and reasonable non-discriminatory and negessary to obtain reasonable
compensation. See G.L. c. 159, §14.

Until it completes those reviews, the Department should freeze all regulated residential
retail rates listed in Exh. VZ-1, Tab A, Attachment A, June 5, 2002 Compliance Filing. The
Department has ordered arate freeze in several previous cases. See, e.g., New England
Telephone and Telegraph Company, D.P.U. 94-50, p.228 (1995); Boston Edison Company,
Cambridge Electric Light Company, Commonwealth Electric Company and Commonwealth Gas
Company, D.T.E. 99-19 (1999).

D. The Department Should Deny Verizon’s Request To Eliminate Its Outdated

Service Quality Plan And Order The Company To Propose A New Plan To
Improve Service Quality.

The Department should reject Verizon's proposal to eliminate a service quality plan,

reject Verizon's current service quality plan as outdated, and open an investigation into setting

rising service quality standards and thresholds for Verizon's retail service

1. The purpose of a service quality plan is to maintain a minimum level
of service and persuade the Company not to degrade service.

Verizon is the dominant provider of residential telephone servicein amarket that is not
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sufficiently competitive to remove pricing constraints.® As aresult, market forces alone are
insufficient to prevent Verizon from alowing its service to degrade while increasing Company
profits. The Department has recognized this lack of competition and should not release the
Company from the restrictions of a service quality plan, as the Company seeks. Exh. AG-VZ 2-
5. Instead, the Department should require Verizon to maintain an effective service qudity plan.

Service quality plans should contain financial penalties for failing to achieve aspecified
service level. New England Telephone and Telegraph Company, D.P.U. 94-50, p. 235. Without
effective financial penalties, a company could increase its profits by reducing service quality for
captive customers. Id., pp. 235-236. Thefinancia penalties should reflect individual service
items as well as overal measurement of service quality. Id., p. 238. The service quality plan
created under D.P.U. 94-50 was tied to a price cap productivity fector. If the Department does
not continue the productivity factor, it should order Verizon to makeone-time payments to retail
customers for any substandard retail service. Exh. DTE-VZ 3-7.%

The Department has found that service indicators should be submitted on aregular basis.

% Based on publicly available datafromthe F.C.C., at least 93% of all Massachusetts end users
depend on Verizon to maintan a high level of servicequality. Exh. DTE-AG 1-1. Asmentioned earlier,
Verizon did not seek pricing flexibility for residential services. Phase | Order, p. 97.

% Verizon's annual Price Cap compliance filings showed the applicable service qudity penalty
based on annual revenues, Gross Domestic Product Price Index, Consumer Price Index, and exogenous
costs. Residential and business customers received $21 million inrate reductionsand refunds due to
deficient service quality penalties which aroseduring the first and second Price Cap cormpliance filings.
D.P.U. 94-50, First Price Cap Compliance Filing, July 3, 1995, Second Price Cap Compliance Filing,
D.P.U. 96-68, June 10, 196. Verizon sought to recover those penaltiesin the Fifth Price Cap
Compliance Filing (Bell Atlantic, D.T.E. 99-102), but the Department rejected those attempts and
required Verizon to return $20.87 million plusinterest to ratepayers. D.T.E. 99-102, Order (August 3,
2000).
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New England Telephone and Telegraph Company, D.P.U. 89-300, p. 301 (1990).*” The
Department also has found that periodic review and analysis of the data are necessary to detect
unreasonable, unsafe, or inadequate service quality. Id., p. 306. The Department should require
Verizon to use service indicators based on updated data.

2. Verizon’s current service quality plan is outdated.

Verizon's current service quality plan measures twelve serviceitems categorized in three
standard business units, and five response items. Exh. DTE-VZ 1-3; Exh. AG-VZ 2-5; Exh. V Z-
4, Attachment 2, Section 2. Those items consist of: (1) network trouble report rate; (2) percent
of trouble cleared within 24 hours - residence; (3) percent of trouble cleared within 24 hours -
business; (4) percent of missed installation appointments for company reasons - total; (5) percent
of missed installation appointments for company reasons - residence; (6) percent of missed
installation appointments for company facilities; (7) percent installation troubles; (8) directory
assistance average speed of answer; (9) toll and assist average speed of answer; (10) repair
resolution center average speed of answer; (11) residenceservice level; and (12) business service
level. Id. Verizon files monthly Quality of Service Reports with the Department and the
Attorney General. Exh. AG-VZ 2-5.

The last time the Department crafted service quality categories for Verizon, it primarily
used datafrom 1986. New England Telephone and Telegraph Company, D.P.U. 89-300 (1990).
The last time the Department set threshol ds (service standards) for service quality was in 1995,

using data from 1992 and 1993. New England Telephone and Telegraph Company, D.P.U. 94-

¥ The Department has reviewed both internal and external company datain evaluating
quality of service. Id., pp. 292-299.
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50; Exh. DTE-VZ 1-5. Even though much has changed since 1986 and 1993 in the
telecommunications field, Verizon has not changed its service quality categories or service
thresholds to reflect the changing markets or Verizon’s ability to provide inareasingly higher
quality service. Exh. DTE-VZ 1-6.

3. The Department should strengthen service quality performance
standards and thresholds.

The Department has found that it must periodically review and analyze the Company’s
service quality data to detect unreasonable, unsafe, or inadeguate service quality. New England
Telephone and Telegraph Company, D.P.U. 89-300 (1990), p. 306. Now isthe time for the
Department to update Verizon's service quality categories and thresholds. The service standard
thresholds are nearly ten years old, and the service quality categories are over twelve years old.

The Department should order Verizon to report and analyze its ten years most recent
consumer complaint data and should investigate adjusting the thresholds each year to match the
rolling data to ensure that the current service quality items and thresholds adegquately address the
current consumea complaints. Verizon routinely collects and andyzes internd and external data
on consumer complaints, much asit did in preparation for D.P.U. 89-300. Tr. 2, pp. 143-145,
155; DPU 89-300, pp. 292-299.® The Company reports that it hasmet existing service quality
standards for at least 83 months, but the Department has not required Verizon to improve its
service quality standards. Exh. AG-VZ 2-5. The Department should consider for usein

M assachusetts the wealth of data provided in the Company’s response to Exh. DTE-VZ 1-8 on

¥ |In D.P.U. 89-300, the Department reviewed complaint data from internal and external sources,
including monthly service quality reports, externd phone surveys, customer appeals, complaint referrals
from the DTE and other agencies. Tr. 2, pp. 154-156.
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different types of service quality items and thresholds used in other jurisdictions.*

The Department would have to revise Verizon's current service quality standards and
threshol ds to remove business services from the Company’s service quality plan, asthe
Department previously suggested. Exh. DTE-VZ 3-6. Only three of the twelveservice quality
items would remain unchanged if the Department requires V erizon to remove business services
from the service quality plan. See also Tr. 2, pp. 136-138. The Company testified that it cannot
modify those three service quality items — diredory assistance average speed of answer; toll and
assist average speed of answer; and repair resolution center/ repar service average speed of
answer — to exclude business service calls because of the way calls come into the call centers and
the way thedata are accumulated. Tr. 2, p. 137. The Department would have to devise a penalty
calculation method for those three service quality items. Tr. 2, pp. 140-141.

The information on the record at this timeisinsufficient to justify retaining Verizon's
outdated service quality plan. The Department, therefore, shoud require Verizon to report its
last ten years of service quality data and should investigate using rolling service quality standards
and thresholds.

V. CONCLUSION

For these reasons, the Department should: 1) reject proposed dia tone increases; 2) deny
Verizon's request for authority toraise rates without further Departmental review; 3) freeze
residenti a rates; 4) order Verizon to undergo an independent audit of its regul atory accounti ng;

5) order Verizon to file all data needed to establish the Company’ s revenue requirement, or at

% Many states within Verizon's service territorieshave some form of a service quality plan and
require periodic filing of service quality reports. Exh. DTE-VZ 1-8, Exh. DTE-VZ 1-8A (proprietary).
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least to show that its current earnings are not excessive; 6) order Verizon to file cost of services
studies to establish the current costs to serve residential customers; and 7) reject Verizon's
current service quality plan and investigate setting rising sandards and thresholds.

Respectfully submitted,

THOMASREILLY
ATTORNEY GENERAL

by: KarlenJ. Reed
Edward G. Bohlen
Assistant Attorneys General
Utilities Division
Public Protection Bureau
200 Portland Street
Boston, MA 02114
(617) 727-2200
Dated: November 18, 2002
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